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STATE OF IQWA

DEPARTMENT OF COMMERCE
UTILITIES BOARD -

. IN RE:

- . DOCKET NO. RPU-31-5
"} MIDWEST GAS, A DIVISICN OF IOWA
PUBLIC SERVICZ CCMPANY

e e e N Sy |

FINAL DECISION AND CORDER
(Issued May 15, 1992)

 SYNOPSIS® ‘ ;

| Cn July 15, 1991, Midwest Gas, 2 division of Iowa Public Servics
Company, filed a request to increase its gas rates. The Utiiities Board
(Board) authorized an increasas of approximately $6.1 millien. The Board

! allowed a rate of return on common equity of 12.25 percent. The rate base
allowed was $207.2 million and the revenue requirement allowed was $281.7
million.

. The above amounts are calculated on a total Midwest Gas division basis
and will be allocated to the various state jurisdictions, resulting in a
Tesser amount for the lowa Jurisdiction.

Several adjustments to the tast year were part of a settlement
agreement approved by the Beard cn February 27, 1992.

Adjustments to 1990 taest year revenues and expenses over and above the
adjustments approved in the setilement included, but were not Timited to,
casts associated with former manufaciured gas clean-up, 1992 salary
increase, an adjusted acguisition adjusiment, holding company merger costs
and related of merger savings, and a management efficiency reward.

‘The purpase of this synepsis is to provide readers a brief summary of

the decision. While the synopsis reflects the order, it shall not be
. considered to limit, define, amend, or otherwiss affect in any manner the
body of the order including the findings of fact and conclusions of Taw.
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Inc.
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State Office Building, Des Moines, IA 50319, representing the Consumer

; Advocate Division of the Department of Justice.

GEORGE E. VAN DAMME, Manager, Energy Management, Deere & Company, John
Deere Road, Moline, IL 61253, representing Intervenor Deere & Company.

STEVEN J. KEAN and PATRICK JOYCEZ, Attorneys, Northern Natural Gas Company, c
PO Box 3330, 1111 S. 103rd Street, Omaha, NE 68103-0330, and DAVID J.
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Council Bluffs, IA 51502, representing Intervenor Northern Natural Gas |
Company. §
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precedent and will maintain its "stand-a?one".po1icy. A major determinant
in thi§ decision is the state legislation which was enécted in 1989. In
IOWA CODE § 476.71 (199%1), the legislature mandated that utility and
affiliate operations remain.financia11y separate. That section states in

part:

It is the intent of the general assembly that a public !
utility should not directly or indirectly include in '
rates or c¢harges any costs or expenses of an affiliate
engaged in any business other than that of utility
business unless the affiliate provides goods or
servicas to the public utility. The costs that ars
included should be reasonably necessary and appropriate
for utility business.
The legislation cliearly is intended to prevent cross-subsidization. While
ratepayers should not subsidize nonutility services, the affiliate
companies should also not be required to subsidize utility operations. The
~ costs and expensas incurred which produced the tax losses of the affiliate
companies were borne by the stockholders rather than ratepayers. If the
Board allowed the benefits of those losses to go to the ratepayers,
stockholders would be forced to subsidize the utility cost of service. The
decision whether to cross the iine between utility service and affiliate
companies should not be determined by whether it is beneficial to
ratepayers. For these reasons, the Board concludes it is appropriate to

continue to recognize Midwest Gas’s "stand-aione" method of accounting for

income taxes.

Y. COST OF EQUITY

The U.S. Supreme Court, in its decision in Federal Power Commission v.

Hope Natural Gas Company, 320 U.S. 581, (1944), held:
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. The rata-making process under the Act, i.e., the fixing
"of "just and reasonable” rates, involves a balancing of
the investor and the consumer intarests. Thus we
statad in the Natural Gas Pipeline Co. Case that
"regulation does not insure that the business shall
preduce net revenyes-" But such considerations aside,
the investor interest has a legitimate concern with the
financial integrity of the company whose rates are
being raquiatad. From the investor or company point of
view it is important that there be enough revenue not
only for operating expenses but alsoc for the capital
costs of the bsusiness. These include service on the
debt and the dividends on the stock. 8y that standard
the return to the equity owner shouid be commensurate
with returns on investments in other enterprises having
corresponding risks. That return, moreover, should be
sufficient to assure confidence in the financial '
integrity of the enterprises s0 as to maintain credit
and attract capital.

Id. at 603 (citations omitted). Various models have been developed to

estimate the return necassary to atiract equity capital. In Duquesne Light i

. Company and Pennsylvania Power Companv v. David M. Barasch 488 U.S. 299,
109 S.Ct. 609 (1989), the Supreme Court noted no one method was imposed on !

public utility commissions in reaching their conciusions. This.Board has

relied upon the discounted cash flew (DCF) model, with secondary emphésis

on the risk premium model. See lowa Sauthern, "Final Decision and Order,"

Docket No. RPU-89-7 (September 14, 1990), pp. 28-33; lowa-American Water

Company, "Final Decision and Order,” Docket No. RPU-90-10 (October 21,
1991). The principles stated in those orders will be relied on by the
Board for guidance in this case regarding the cost of equity. Haowever, the
Board will make its decision based on the specific facts and arguments
presented in this case. o '

The only component of the rate of return in dispute was the return on

. common equity. Midwest Gas calculated a 14.0 percent cost of equity, using
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two methods for measuring cost of eguity: 1) discounted cash flow (DCF)
and 2) risk premium. In his DCF method, Midwest Gas'witness Yander Weide
'used a quarterly DCF model, fith a five percent reduction to price as an
adjustment for fligtation costs. His main DCF results were:

a. 13.7 percent far Midwest Resources; |

b. 14.2 percent for his Yalue Line gas distribution group; and

c¢. 14.3 percent for his Standard & Poor’s gas distribution
group. |

In the risk premium analysis, witness Vander Weide used a risk premium of
4.5 to 5.5 percentage points. (Tr. 80}). Adding this to the most recént
Moody’s A-rated bond rate of 8.84 percent pfoduced a cast of equity under
the risk premium approach from 13.34 percent to 14.34 percent. (Ex. 38).
. Consumer Advocate propesad an 11.3 percent cost of commen equity. The
proposal was basad upon a DCF analysis of Midwest Resources and supported
by company specific "risk premium" analyses of other Iowa-based utiiities
or utility holding companies. (Tr. 257-83, 283-301; Ex. 101, Sch. A-J; Ex.
102, Sch. A-C; Ex. 103, Sch. A-£). Consumer Advocate witness Habr asserted
that if a continuous DCF model is applied to witness Vander Weide’s _
combination utility proxy grouﬁ (Ex. 1, Sch. 5-7), a median cost of equity
of 11.5 percent resuits.

Consumer Advocate also calculated the cost of equity for a group of
witness Vander Weide’s gas distribution companies using the continuous BCF
mode] instead of Midwest Gas’s quarterly model. The resuit was 13.3
percent for the group using Midwest Gas witness Vander Weide’s May 1991

. IBES forecasts for growth. When updated with Zacks’ February 1992

forecasts, the average cost of equity was 12.76 percent. An average of
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12.28 percent resulted if companies with significant non-gas revenue were
dropped from the group. (Ex. 120}.

| Mid-Size proposed a +10.89 percent return on common equity, using the
Federal Energy Regulatory Comhission (FERC) DCF medel in analyzing four
sets of natural gas distribution companies. Mid-Size witness Dahlen’s
analyses did not 1nc}ude Midwest Resources and the estimatas ranged from
10.3% percent to 10.89 percent. (Tr. 1708-10, 1714-17, 1732-36; Ex. 206,
Sch. 2-4).

Midwest Gas is an operating division of Iowa Public Service Company,
which is a wholly owned subsidiary of Midwesi Resources, Dniy Midwest
Resources’ stock is publicly traded. Therefore, for its main analysis, the
Board will analyze Midwest Resources. The Board will also look at the DCF
analysis of proxy groups of utility companies as an initial check on the
DCF analysis. In the past the Board has found reason to ook at
combination eleciric/natural gas groups as a proxy in checking the cost of
equity for a combination company such as Iowa Public Service. That
approach was premised on the theory that a comparable invesiment for an
investor would be in another combination utility or its parent. However,
Midwest Gas witness Yander Weide has made a persuasive showing in this case
that it is also appropriate to Took at groups of natural gas compénies as a
check on Midwest Gas since those companies have comparable risks. Midwest
Gas is a natural gas company and has different risks than combination
electric/natural gas companies. (fr. B3-5§). Fina?Ty; the Board will look

at the results from risk premium analiyses as anather check on the OCF

analysis.
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A. DCF ANALYSIS '
While the Board has previously found the FERC model a useful

compromise between the gontinuously compounded DCF model and annually
discrete models, the testimony of Midwest Gas’s witness Vander Weide has
persuaded the Board that the annually discrete model also has merit. The
Board takes note that FERC has discontinued its annual generic cost of
equity determination based upon the FERC DCF model. The Board will look at
the results of both the FERC and the annually discrete DCF models. The

annually discrate model is as foliows:

K= [D,(1 + &}/P] + G, where

K = the cost of equity capital to be determined
D, = current indicated dividend

P = stock market price

G = growth rate

The Board will not use Midwest Gas’s quarterly DOCF modei. Both
Consumer Advocate and Mid-Size appear to be correct in asserting that
Midwest Gas’s quarterly DCF model provides for double recovery of interest
on dividends already paid.

1. Dividend

Midwest Resource’s most recent quarter]y-dividend contained in the
record is $0.39 paid on a quarterly basis, or $1.56 an an annual basis.

(Tr. 261, Ex. 1, Sch. 4). The Board will use the figure $1.56 in its

analysis.
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II 2.  Prics

Midwest Gas used a simple average of the high‘and low stock prices for

the three-month period ending May 31, 1991. The source used by Midwest Gas
is Standard and Poor’s Stock Guide. The price is $19.583 for Midwest

Resources. (Tr. 52; Ex. 1, Sch. 4). Consumer Advocate used an average

daily closing price for the period November 7, 1990, through June 28, 1991. :
The price is $19.13 for Midwest Resources, and Consumer Advocate updated E
that price for December 20; 1991,‘through February 12, 1992, to $20.125.
The Baard will use the mast recent average of $20.125 provided by Consumer é
Advocate.

3. Growth Rate

Midwest Gas used the May 1991 cansensus analysts’ estimates of future
. earnings per share (EPS) growth repertad by Institutional Brokers’ Estimate
System (IBES), which is 4.83 percent for Midwest Resources. Midwest Gas
provided the January 1992 IBES update of 4.47 percent. (Ex. 39). Consumer
Advocate advocated a growth rate of 3.1 percent, the midpoint of the 2.9
percent to 3.37percent range it estimated. The 2.9 percent is an estimate {
of internal growth for Midwest Resources using a representative retention
ratio. The 3.3 percent is based on Midwest Resources dividend growth rate.
for the nine-year period ending in 1990. (Tr. 261-69; Ex. 101, Sch. C).
Mid-Size used the July 5th 1891 Yalue [ine estimate for dividend growth for
each of the gas distribution companies used. (Tr. 1709; Sch. 2-5).

The Board will continue to 150# at bath historic;1-growth estimates

and forecasted growth estimates. The historical growth rate used by the

. Board is 2.51 percent for Midwest Resources. This is the average of 3.485%5
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percent, the ten-year least squares growth estimate of dividends per share,
and 1.544 percent, the average of tan years internal growth. (Ex. 101,
- Sch. 3, p. 1). However, in general, the Board believes forecasted growth
rates are better predictors”of future growth than historical growth rates.
In his testimony at transcript page 50, Midwest Gas witness Vander Weide
supported his use of the IBES growth forecasts stating:

The IBES consensus growth ratas (1) are widely

circulated in the financial community, (2) include the

projections of reputable financial analysts who develop

estimates of future EPS growth, (3) are reported on a

timely basis to investors, and (4) are widely used by

institutional and other investors. For these reasons,

I believe these consensus estimates are unbiased

estimates of the investors’ expectation of each firm’'s

long-term dividend growth prospects and, accerdingly,

are incorporated by investors into their return

requirements. Consequently, in my opinion, they

provide a sound estimate of investors’ long-term

dividend growth expectations.
The Board is persuaded they are the better gauge of investors’ expectations
of growth. (7r. 51). In this case, that is particularly true given the
necessity of hypothesizing the histarical growth rates of two companies
since merged.

Midwest Gas aiso supported its position by citing a study, James

Vander Weide and Willard Carleton’s "Investor Growth Expectations and Stock
Prices: the Analysts versus Historical Growth Extrapolation,” The Journal

of Portfolio Management, Spring, 1%88. That study showed regression

results containing the consensus anaiysts’ forecasts exceeded the

regression resulis containing the historical growth estimates. According

to witness Vander Weide, this is consistent with the hypcthesis that
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investors use analysts’ forecasis, rather than historically oriented growth
calculations in making buy and sell decisions;'.(Tr. 51).

- The Board will rely primarily on the January 1992 IBES update of 4.47
percent provided by Midwest G;s in its amalysis. (Ex. 39).

4. Flgtation Costs

Midwest Gas used a five percent downward adjusiment to the DCF price
as an allowance for flotation costs, thereby increasing the DCF cost of
equity estimated and adding 0.46 percent to his cost of equity estimate for
- Midwest Resources. (Tr. 215). Midwe;t Gas contended a flotation
adjustment was appropriate even if common stack was not issued in the test
year and believes the adjustment should apply to all common equity,
including retained earnings.

Consumer Advocate argued if Midwesf Gas’s flotation cost adjustment of
46 basis points were applied to Midwest Resources’ consolidated net utility
assets of about $1.5 b11}ibn, then Midwest Resources would perpetually
receive flotation costs of §4,865,00C annually before taxes. The latest
Midwest Resources common stock issue had a one-time cost of less than $§2
miilion. ({Tr. 231, 234). According to Consumer Advocate, if a flotation
cost adjustment is going to be made, then a secondary market transaction
cost adjustment also needs to be made.

The Board has held that a flotation adjustment may be warranted in

some cases. For exampie, in Pepples Natural Gas Company, Docket No. RPU-

86-11 {March 30, 1987), the BOard-aEcapted a rotatioﬁ édjustment-advocated

by Consumer Advocate. An adjustment seemed especially germane when there

was a recent or planned issuance of common equity, as evidenced in this




MidAmerican Exhibit 8.1
Page 128 cf 654

Docket No. RPU-31-5
Page 45

case. However, as witness Vander #eide pointed out, there are issuancs
costs associated with 111 issues of common stock whether-issued recently or
- sometime agoe. The issuapce costs of all debt issues are recovered over the
life of those issues. Unlikg débt, however, stock has a perpetual life
ﬁaking it inappropriate to recover these costs through amqrtization aver a
definite period. Therefore, recognition should be given to the need for a
carrying charge to be applied to the issuance costs.
Midwest Gas is correct in arguing that the primary disagreement

between Midwest Gas and the Consumer Advocate regards the size of, rather

than the need for, a flotation adjustment. The proposed adjustments range
from zero to five percent. The five percent adjustment to price used by
Midwest Gas is teo much and does not take into account & needed secondary
. market transaction cost adjustment. As noted above, it is reasonable to
refiect seme flotation costs. The Board believes that as an alternative,
| it is reasonable to make a tw percent flotation adjustment. If a two
percent adjustment is made, the fesult is an adjusted DCF price of $§19.72,
and if no adjustment for fiotation is made the price is $20.29.

5. DCF Results

Utilizing this data produces the following results for Midwest

Resources:
No flotation 2.0 % flotation
0/P K Adj. D/P K
Annuaily Discrete DCF
-Historical growth 7.95 10.48 8.11 10.62
-Forecasted growth - - 8.10 12.87 - 8.28 12.73
FERC OCF
-Historical growth 7.85 10.36 8.01 10.52

. -Forecasted growth 7.93 12.40 8.09 12.%68
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Midwest Gas also provided analysis for a combination electric/natural
gas proxy group using the FERC DCF model. ({Ex. 1, Schs. 5-6). The results
| were 10.5 percent using htstorical growth estimates and 12.2 percent using

forecasted growth estimates. (Ex. 1, Schs. 5-6). Based upon an annually

discrete DCF model, these figures are, respectively, 10.57 and 12.33

percent. With a two percent flotation adjustment, the FERC model results, !

respectively, become 10.62 percent and 12.34 percent. The annua11y
discrete DCF resu]ts become 10.73 and 12.51 percent.

Mid-Size provided znalysis of gas distribution proxy groups using the
FERC DCF model and Value Line forecastesd dividend growth. The resuits were |
10.35 to 10.89 percent. |
B.  RISK PREMIUM ANALYSIS

The Risk Premium model is based on the premise that common equity
carries a higher risk than debt and, for this reason, invesiors require a :
higher expected return. According to this theory, some estimate of
expected risk premium is added to the current market determined debt yield
to produce an estimate of the current equity return requirement.
Controversy exists on the exact form of the model and the debt rate to use,
and especially on the estimate of the risk premium. The capital asset
pricing model (CAPM) is a variant of the risk premium approach.

Midwest Gas provided testimony that the short run risk premium may
rise as interest rates fall. (Tr. 218-20). The Board understands the
rationale behind this argument, ah&, in 1ight of the current low.interest
rates, will give more weight to the upper part of the 2.5 to 3.5 percentage

risk premium range it has heretoforsz employed.
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The risk premium method used by Midwest Gas is similar to the method

usad by the Board. See, Iowa Eisctric Light and Power Company, Docket No.

RPU-89-9 (Cctober 25, 1890); Iowa-American Water Company, Docket No. RPU-

90-10 {October 21, 1991). The difference is in the magnitude of the risk
premium itself. Using the updated 8.84 percent estimate for the yield on

debt, plus adding a risk premium range of 250 to 350 basis points, supports

a cost of equity estimate of about 11.34 to 12.34 percent. (Ex. 38). i
As another check, the Board reviewed the recent return on aquity
decisions of other public utility commissions for natural gas distribution
utilities. (Ex. 63). The 1881 average return on equity was 12.48 percent
and the 1992 average to date is 12.92 percent. The averall average was
12.51 percent for 1991 and 1992. (Ex. 63). The Board notes that it i%

important that decisions of other commissions not be relied upon

exclusively because of the potential circular effact. However, these facts

are useful as a secondary check on the Board’s decision. The Supreme Court

said in Federal Power Commission v. Hope Natural Gas Companv, 320 U.S. 581

(1944}, "the return to the equity owner should be commensurate with returns
on investments in other enterprises having corresponding risks." While the E
return averages should not be used as the sole means of determining the '
return on common equity for Midwest Gas, a review of the returns of other
gas distribution utilities is useful as a check of whether Midwest Gas’s
return is commensurate with the returns of other gas utilities.
C. RETURN ON EQUITY
The DCF analyses of Midwest Resources supports a cost of equily range

of 10.4 to 12.7 percent.Qur preference for the forecasted growth estimates
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suggests the upper end of this range. OCF analysis of the combination
proxy grﬁup supports a cost of equity range of 10.5 to 12.5 percent.
Midwest Gas witness Vander Weide’s DCF analysis of gas distribution groups
‘provided results of 14.2 to 1;.3 percent. These, however, reflected an
excessive adjustment for flotation and that his particular quarterly DCF
model overestimates the cost of equity. The Board’s risk premium analysis
suggests a range of 11.34 to 12.34 percent. While the DCF analysis remains
the Board’s primary approach, testimony in this proceeding raises
significant doubts about its continued reliability.

Therefare, based on the various methods discussed in this order, the
range is somewhere between 12.7 percent on the high side and 10.4 percent
on the low side. Taking all of thése methods into consideration and taking
into consideration the particular facts of this case, the Board believes
the proper cost of eduity for Midwest Gas to be in the upper range of the
DCF analysis and the risk premium check. The Board finds 12.25 percent as
a reasonable determination of the cost of equity. The DCF analyses, with
or without the fliotation adjustment, and the risk premium anéiysis all

support 12.25 percent.

VI. CLASS COST OF SERVICE
A.  ALLOCATION OF ACCOUNT 920 FOR "SUPPLY ALLOWANCE" EXPENSE
Midwest Gas proposed to allocate the "supply allowance” portian of
administrative and general salaries, Account 920, using a throughput
allocator. (Tr. 587). According to Midwest Gas, this method disfributes a

one cent per MCF cost reflective of the role gas distribution systems play

in acguiring gas supplies, securing and coordinating transportatian,
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measures in predicting a firm's stock price.

WHAT PRICE DID YOU USE IN YOUR DCF MODEL?

I used a simple average of the high and low stock prices for each
firm for the three-month pericd ending March 1991. These high and
low stock prices were obtained from the Standard & Poor's Stock
g_@ , & source generally available to and used by investors.

WHY DID YOU USE THE THREE-MONTH AVERAGE STOCK PRICE
IN APPLYING THE DCF METHOD?

I used the three-month average stock price in applying the DCF

Method tecause stock prices fluctuate daily, while financial

analysts' forecasts for a given company are generally changed less
frequently, often or a quarterly basis. Thus, to match the stock
price with an earnings forecast, it is appropriate to average stock
prices over a three-month period.

DID YOU INCLUDE AN ALLOWANCE FOR FLOTATION COSTS IN
YOUR DCF ANALYSIS?

Yes. [ nave included a 3 percent allowance for flotation costs in my
BCF calculations.

PLEASE EXPLAIN YOUR INCLUSION OF FLOTATION COSTS.

All firms which have sold securities in the capital markets have
incurred some level of flotation costs, including undgrwriters’
commissions, legal fees, printing expense, etc. (For a complete
description of flotation costs and a review of literature relating to
flotation costs, see Vander Weide Appendix 2.) These costs are
withheld from the proceeds of the stock sale or are paid separately,
and must be recovered over the life of the equity issue. Costs vary
depending upon the size of the issue, the type of registration

method used and other factors, but in general these costs range

3¢
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between 3 and 3 percent of the proceeds from the issue [see
Clifford W. Smith, "Alternative Methods for Raising Capital,

Journal of Financial Zconomics 3 (1977) 273--307). In addition to

these costs, for large equity issues (in relation to outstanding
equity shares), there is likely to be a decline in price a#sociated
Vﬂth the sale of shares to the public. On average, the decline due
to market pressure has been estimated at 2 to 3 percent [see
Richard H. Pettway, "The Effects of New Equity Sales Upon Utility

Share Prices,” Public Utilities Fortnightly, May 10, 1984, 35--391.

From the above evidence, the total flotation cost, including both
issuan:= expense and market pressure, could range anywhere from
5 to § percent of the proceeds of an equity issue. I believea
combined 3 percent allowance for flotation costs is a conservative
estimate that can be used in applying the DCF Model in this
proceeding and, therefore, I have used a 5 percent flotation
allowance.

WHY SHOULD MIDWEST GAS BE ALLOWED TO RECOVER
FLOTATION EXPENSES IF NO ISSUANCE OF COMMON STOCK
OCCURRED DURING THE TEST YEAR?

A flotation cost adjustment is required whether or not a company
issued new stock during the test year. Previously incurred
flotation costs have not been expensed in previous rate cases;
rather, they are a permanent cost associated with past issues of
common stock. Just as an adjustment is made to the embedded cost
of debt to reflect previously incurred debt issuance costs,
regardless of whether additional bond issuances were made in the
test year, so should an adjustment be made to the cost of equity

regardless of whether additional stock was issued during the test

31




10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27

28

MidAmeric‘an Exhibit 8.1
Page 135 of 554

year.
DOES AN ALLOWANCE FOR RECOVERY OF FLOTATION COSTS
ASSOCIATED WITH STOCK SALES IN PRIOR YEARS CONSTITUTE
RETROACTIVE RATE-MAKING?
No. My adjustment for flotation costs on equity is not meant to
recover any cost that is properiy assigned to prior years. In fact,
my adjustment ailows Midwest Gas only to recover current carrying
costs associated with flotation expenses incurred at the time stock
sales were mace. The original flotation costs themselves will never
be recovéred, because the stock is assumed tc have an infinite life.
In my opinicn, the flotation cost adjustment would be retroactive
ratemaking only if it allowed the company to recover at this time the
annual carrying costs of prior years. |
PLEASE SUMMARIZE THE RESULTS OF YOUR APPLICATION OF
THE DCF METHOD TO YOUR TWO COMPARABLE GROUPS OF
NATURAL GAS DISTRIBUTION COMPANIES.
The DCF results for m'_rf two groups of comparable natural gas
distriblution companies are shown on Schedules 2 and 3 of my
exhibit. The average DCF cost of equity for the Value Line group
of natural gas distribution companies is 14.2 percent. The average
DCF cost of equity for the Standard & Poor's natursl gas
distribution companies is 14.3 percent. On the basis of these
results, [ conclude that the DCF cost of equity for Midwest Gas is in
the range 14.0 to 14.5 percent.
WHAT RESULTS DID YOU OBTAIN FROM YOUR APPLICATION OF
THE DCF METHOD TO MIDWEST RESOURCES?

As shown on Schedule 4, the DCF estimate for Midwest Resources is

13.7 percent.
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MIDWEST GAS. A DIVISION CF )
MIDWEST POWER SYSTEMS INC. )

FINAL DECISION AND ORDER
(Issued May 19, 1995)

SYNOPSIS!

- On July 21, 1994, Midwest Gas, a division of Hidwest Power Systems
Inc., filed a request for a gereral rate increase in temporary and final
gas rates. On Octcber 14, 1994, the Beard set temporary rates, gramting -
Midwest Gas a temporary revenue increase of approximately $8.2 miliion on . .

)

an Iowa Jurisdictional basis. -

) ' In-its final decision the Board approved a pérti'al settlement wh]'c:;h" B
' set the revenue increase at $12,050,000, set new depreciation rates, and
. - approved the implementation of a pilot project called the Incentive Gas - |

Supply Procurement Program. .

- L. i

..~ :'The, purpose of this synopsis is to provide readers a brief summary of
‘the decision. ;While the syropsis reflects.the order, it shall not be o
' “‘considered to limit. define, amend, or otherwise-affect im.any manner the
. '-body of the order including the findings. of fact and conclusions of Taw.
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J. GREGORY PORTER and J. CHRISTOPHER COOK, Attorneys, Midwest Gas. a
division of Midwest Power Systems Inc., PO Box 778, Sioux City. Iowa
51102. appearing on behalf of Midwest Gas.

ALEXIS K. WODTKE and WILLIAM A. HAAS, Attorneys, Consumer Advocate
Division, Department of Justice, Lucas State Qffice Building. Dis
Moines, lowa 50319, appearing on behalf of the Consumer Advocate

Division.

MICHAEL R. MAY, Attorney, Suite 935, Two Ruan Center, 601 Locust Strest,
Des Moines, Iowa 50309, appearing on behalf of the Iowa Energy
Consumers. :

KATHLEEN R. GIBSON, Senior Attorney, Deere & Company, John Deere Road,
Moline, I11inois 61265, appearing on behalf of Deere & Company.

SUSAN PRAZEN, Attorney. Peopies Natural Gas Company, Division of UtiliCorp

United Inc., 1815 Capitol Avenue, Omaha, Nebraska 68102; and PHILIP E.

STOQFFREGEN, Attorney, Dickinson, Mackaman, Tyler & Hagen, P.C., 1600
Hub Tower, 699 WaTlnut Street, Des Moines, Iowa 50309, appearing on
behalf of Pegples Natural Gas Company.
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o I. PROCEDURAL HISTORY

On July 21, 1994, Midwest Gas filed tari’fs identified as TF-54-382
and TF-94-383. In Tr-94-382, Midwest Gas proposed a temporary increase
which would produce additional Icwa jurisdictional revenue of approximately
$9,848,910. In TF-94-383, Midwest Gas proposed a permanent annual Iowa
jurisdictﬁonaT revenue increase of approximately $16,006,545, or £.32
percent over current rates. On August 19, 1994, the Board issued an order
suspending the taritfs and instituting an investigaticon to determine the
reasonableness of the tariffs. Intarvention wes granted to the Iowa Energy
Consumers (IEC), Deere & Company (Deere). and Peoples Natural Gas Company,
Division of UtiliCorp United Inc. On October 14, 1994. the Board issued an
“Order Setting Temporary Rates.” On February 17, 1995, Midwest Gas, the
. Consumer Advocate Division of the Department of Justice (Consumer '

Advocate), IEC., and Deere filed a proposed partial settlement and a joint

motion requesting the Board approve the settlement. An addendum to the
partial settlement was tiled on March 9, 1995. Peoples did not object to
the propased settlement. The pértjes filed téstimony. and on February 22
through February 24, the Board held hearings for the cross-examination of
testimony relating to the unresolved issues. On March 14, 1995, the Board
held a hearing for the cross-examination of additional testimony and to ask

questions regarding the propcsed settlement. The parties filed briefs.

II. TEST YEARR

Tre test year for the proceseding is 1993.
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III. SETTLEMENT

The Board has reviewed the partial setiiement fi]ed by Midwest Gas,
Consumer Advocate. IEC, and Deere on February 17, 1995, and finds it to be
reasanable in light of the whole record, consistent with law, and in the
public interest. The partial settlement will be approved, and the parties’
Jjoint motion for an order approving the settlement is granted pursuant to
ICWA ADMIN. CODE 199-7.2(11) (1893).

In the proposed setilement, the parties agreed to a total revenue
increase, not including depreciation changes, of $12,050,000. However, the
parties did not provide the Board with a precise agresment as to specific
issues. Instead, the parties provided two different revenue requirements
and two different rates of return, establishing a range. The Board will
set a "hypothetical”™ reference point for the rate of return and the return
on common equity. It is usaful for the Board to have an historical
benchmark return on equity to compare to Midwest Gas's ongoing performance.
Howeveﬁ, it would be inccnsistent with the settlement to set a formal rate
of retﬁrn and, therefore, this benchmark will be used only for the Board's
informal monitoring of Midwest Gas's performance and., if necessary, as a

reference point in Midwest Gas's next energy efficiency cost recovery

procseding. The parties agreed to a range of 9.454 to 9.777 percent for

the rate of return and a range of 11.6 percent to 12.3 percent for the
return on commen equity. The benchmark rate of return and the benchmark
return on common equity will be set precisely midway between the ranges, or
9.612% percent and 11.95 percent, respectively. For compliance tariffs.

the parties must design rates that produce a revenue requirement that does

not excesd the highest revenue recuirement in the settlement nor fall belaw
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the Towest revenue requirement sitcwn in the settlement, modified for
depreciation changes as ordered by the Board in this decisioﬁ. The parties
agreed to refile their schedules to the settlement once the outstanding
depreciation issues are decided by the Board. (Tr. 59-60). The Board will
require the parties to file the amended schedules 15 days from the date of
this order.

The settlement also encompasses agreement on some specific cost-of-
service study and rate design issues. In general, the Board applauds
aspects of this portion of tre settlement which express a forward-looking
palicy. Specifically, the parties’ agreement on the gas retention and the
balancing tolerance issues illustrate the policy of giving the customer

some flexibility coupled with more responsibility. The Board finds this

g

customer empowerment effort to be important in this era of change in the o7
gas industry.

In addition, the Board will discuss its understanding and ask for some
additional information with reSpect to some of the specific issues that
were included in the proposed settlement. First, regarding the resolution
of the Optional Negotiated Pricing Provision and the Pipeline Corridor
Tariff, the parties did not specify how revenues.would be treated. At the
hearing. the parties agreed Midwest Gas would annualize revenues at the
full tariffed level for purposes of rate design, but would continue to
share any revenue excesses or deficiencies at the time of the annual
reconciliation. (Tr. 24-25, 73). The Board finds this agresment to be a
reasonable resolution.

Second, the parties agreed the monthly customer charge for the

Optional Negotiated Pricing Provision and the Pipeline Corridor Tariff will
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be $400. Midwest Gas retained the right to agree to a lesser customer
charge proviced that it determined based on a cost/benefit analysis that a
discount is justified. Midwest Gas should provide the Board and Consumer

Advocate with the analysis performed to determine that a discount is

justified. At the hearing, the parties agreed that any shortfall created

by the discount would be shared with customers on a 50 percent basis

through the annual purchased gas adjustment (PGA) reconciliation. (Tr. 30,

73). The Board alsc finds this to be reasonable.

IV. CONTESTED ISSUES

A. RATE DESIGN ISSUES
1. CRITICAL DAY NEGATIVE. IMBALANCE CHARGE

Midwest Gas proposad tc increase its Critical Day Negative Imbalance

charge from $10 to $30 per MMBtu. According to Midwest Gas, this increase

is necessary to protect the integrity of the system during critical periods
and to reflect the charges imposed on Midwest Gas by interstate pipelines.

Additional revenues earned thrdugh coliection of the jmbalance charges will
be credited to sales customers through the PGA reconciliation.

IEC challenged the propeosal, stating the charge is not designed as a
cost-based rate. According to IEC, thé imposition of a charge which is up
to three times the cost of penalties charged to Midwest Gas violates the
Board's rule, IOWA ADMIN. CCCE 199-19.13(4), which requires all rates and
charges for transportaticn to be based on the cost of providing service.

The Board has reviewed the.arguments of the parties and determined the

balancing charge is reasonable. The charge is assessed when a transporter

uses more gas than it nominatas, thus affecting system supply. Midwest Gas
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MIDWEST POWER SYSTEMS INC.

QIRECT TESTIMCNY
CoF
OR. JAMES H. VANDER WEIDE

i INTRODUCTICN

1 Q. Please state your name and business address,
2 My name is James M. Vander Weide. | am Research Professcr of Finance
3 and Economics &t the Fugua Schooi of Business of Duke University. | am
. 4 also President of Finarcial Strategy Associates, a firm that provides strategic
5 and financtal consultng senvices to clients in the electric, gas, insurance,
) telecommunicaticns, and watsr indusires. My business address is 3608
7 Stoneybraok Drive, Curham, Nerth Carolina,
8 Q.  Would you please describe your educational background and prior
9 academic experlence? '
10 A | graduated from Comell University in 1566 with a Bachelor's Degree in
11 Economics. | then attended Northwestern University where | eamed a Fh.D.
12 in Finance. In January 1972, | joined the faculty of the Schaal of Business
13 at Duke University and was subsequently named Assistant Professor,
14 Asscciate Professer, and then Professor,
15 Since jcining the facuity | have taught courses in corporate finance,
16 investment management, and management of financial institutions. | have
17

aiso taught a graduate seminar on the theory of public utility pricing and
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- All firms which nave soid securities in the capital markets have incurrea some

. 3 level of fotation costs, inclucing underwriters’ commissions, legal fees,

4 printing expense, alc. (Feor a compiete description of flotation costs and a

5 review of *he literature relating to flctation costs, see Vander Weide Appendix

6 2.) These costs are withnaic from the proceecs of the stock sale or are paid

7 separately, and must be recoversd over the fife of the squity issue. Costs

8 vary depending upen the size of the issie, the type of registration method

9 used and other factors, but in general these costs range between 3 and 5

10 percent of the praceeds {rom the issue [see Clifforc W. Smith, "Alternative

11 Methods ‘or Raising Cagital," Journal of Financial Economics 5 (1877} 273--

12 307]. In adcition to these costs, for large ' equity issues (in relation to

13 outstanding equity shares), there is likely to be a decline in price asscciated

14 with the sale of shares to the putlic. On average, the decline due to market

15 pressure has been estimated at 2 1o 3 percent {éee Richard H. Pettway, "The

. 16 Etfects of New EZguily Sales Upen Utiiity Share Prices,” Public Utilities
17 Forinigftly, May 10, 1984, 35--38],

18 Frqm the ahove avidance, the total Hotation cost, including both issuance

19 expense and market pressure, could range anywhere from flve to eight

20 percent of the groceeds ef an equity issue. | believe a combined five percent

21 allowance for flotation costs is a conservative estimate that can ba used in

22 . applying the DCF Modet in this preceeding and, therefore, | have used a five

23 percent flatation allowance.
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/ 2 Issuance of common stack cceurred during the test year? MidAmerican Exhibit
3 A, A fotation cost acjustment is reguired whether or ot a company issued new
. 4 steck during the ‘est year, Previcus'y incurred flotation costs have not been
. 5 axpensed in grevigus rate cases; rather, they are a permanent cost
8 associated with past issues of commen stock. Just as an adjustmert is made
7 to the embécded cost of dect o reflect previeusly incurred debt issuance
8 costs, regardless of wretrer additicnal bond issuances were made in the tost
9 year, so sheouidt an acjustment be made to the cast of equity regardiess of
10 whether additionai stcck was ‘ssued during the test year.
11 Q Does an gllowance for recavery of flotatlon costs associated with stack
12 sales In prior years constitute retroactive rate-making?
13 A, No. My adjustment fcr #otatien cests on equily is not meant o recover any
14 cost that is properly assignsc ' pricr years. In fact, my acjustment allows
15 Midwest Gas only to recaver current carrying costs associated with flotation
. 16 expenses incurred at the tma stock sales were made. The ariginal fletatien
17 costs themselves will naver 2e recoverad, because the stock is assumed lo
18 have an infinite !lfe. in my cpinicn, the flotation cost agjustment would be
19 retroactive rate-making oniy if :t aliowed the company to recovér at this time
20 the annual carrying zosts of crior years.
21 Q. Please summarize the results of your application of the DCF method to
22 the Value Line group of naturai gas distribution companies,

23 A. The DCF resuits for the VYalue Line group of nalural gas distribution

24 companies are shown on Schedule 1 of my exhibit. The average DCF cost

25 of aquity for this greup of natural gas distribution companies is 12.1 percent.
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. component that is significantly lower than the market risk premium
MidAmerican Ext
2 recommaended by ibostson Assceiates, his grimary data source.
. 3 Dr. Mabr's use of unrealistically low interest rates, low common stock
4 betas, and a low market risk premium cause him to understate the ¢ost of
8 equity capital for Midwest Gas.
6 8. Test of Reasgratlensss. Or. Habr's recommended 8.74 percent
7 rate of return on eguity for Midwest Gas is only 74 t0 121 basis points
8 higher than recent yieids on Meody’'s A-rated utiiity bonds. The risk
g premium ihp!ied sy Dr. Hacr's .74 percent recemmendation is significantly
10 lower than the risk -premiums the lowa Utilities Beard has applied in racent
11 decisions. The lowa Board, for axample, in setting interim rates in this
12 docket, appiled 2 350 Dasis point risk premium to the 8.47 percent July yield
13 on A-rated utility conds, cbtaining a cost of equity of 12.0 percent.
14 9. Elotation Costs. Dr. Habr's arguments con flotation costs are based
15 on an inappropriate eccnomic model of the effect of flotation cests on firm
. i6 value. [f Dr. Habr had used more appropriate models found in the litéramre.
17 he would have found that flotation costs have a significant influence on 3
18 firm's cost of equity.
19 10. Risk Premiym. Dr. Habr argues that my application o.f the Risk
20 Premium Method is invalid because the lowa utilities are less risky than the
21 S&P Utility Greup and the S&P 500, Dr. Habr's analysis, however, is based
22 on "beta” caiculations for the lowa utilities that are significantly less than
23 the beta values found in Value Line, the most widely-respected source of
24 betas. Furthermore, Dr. Habr fails 10 recognize that utility investments are

25 significantly more risky teday than they were over the life of my study.
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used the corract modei of how fletation costs affect the value of the firm,

he waould have conciuced that the flotation cost adjustment is bath

legitimate and material.

Risk Premiym
Q. What are Dr. Habr's major criticisms of your risk premium method of

gstimating the cost of equit;{ capital for Midwest Gas?
Dr. Habr has three criticisms ¢f my risk premium analysis. First, he argues
that it is incorrect to use risk premiums based on the S&P 500 and the
studies described in my Appendix 3 because these risk premiums relate 10
ecmpanies that are mere risky than Midwa#t Gas. Sacond, he afgues thgt
it is also inappropriate o base a risk premium for Micdwest Gas on data for
the S&P Utiiities because tnhese compsnies are siso mere risky than dev&est
Gas. Finally, he argues that my risk premium studies are invalid because
they are based on a fcur percent cougon rate for bonds.
Uo you agree with Dr. Habr’s criticisms of your risk premium approach?
No. Dr. Mabr's assessment of 1ne risk of the S&P 500 and the S&P Utilities
reiative to the risk of Midwest Gas is fa;ulty. First, Dr. Habr's.repcrted betas
tor the lowz utiiities are significantly less than Value Line's reported betas
for thesa same utilities. [nvestors are more likely ta rely on Value Line betas
t0 assess risk than on Dr. Habr's betas.

Second, Dr. Habr fails tc recognize that my risk premiums relate to the
S&P Utilities and the S&F 500 over the last 54 y=ars, Given the recent
increased competition in the alectric utility industry, Midwest Gas is more

risky today than the average S&P utility over the last 54 years.

37

Fage 149 of




BTAANL ANANL IR L raga i .

. Page 150 of 654
Yas, As noted in my direct testimony, flotation c¢osts are a legitimate

expense of providing utiity service. Investers will not have a legitimate

gpportunity ta earn their required rate of return on equity if flotation costs

are not recoverad in the reguiatery pracsss. A carrect formulation of how
tlotation costs shculd be included in the cost' ¢f equity is provided in an
article by Brigham, Acerwald, and Gapenski titled, "Commen Equity Flotation
Costs in Rate Making." Public Utilities Fortnightly, May 1988, {See Habr
Scheduie |, page 1C of 10.)

Q. Whatis Dr. Habr's view concerning the inclusion of fiotation costsin a firm's
cost of aquity capitai?

A. Dr. Habr agrees tnat flctation costs are a legitimate expense of providing
utility service. He claims. hewever, that a proper analysis of the flotation
cost adjustment shouid ingluds the effect of brokerage fees investors pay in
the secondary 'ma_rka-t. When trekerage fees in the secendary market are

. considered, Dr. Habr argues that the magnitude of the flotation cost
adjustment is minimal. Or. Hatr's views on flotation costs are expressed in
an article attached as Schedule | cf nis rebuttal testimony.

Q. Do you agree with Dr. Hahr's argument?

A.  No. Dr. Habr's analysis of the flotation cost issue is Based on an incorrect
rqodel of how flotation costs affect the value of the firm. In particular, Dr,
Habr relies on a modsi developed by Arzac and Marcus (see Habr Direct
Testimeny, Schedule |, p. 4 of 10}. Dr. Habr should have relisd on the

model appearing in ariicles by Patterson; Howe; and Brigham, Aberwaid, and

Gapenski {see references Mzbr Schedule |, p. 10 of 10). If Dr. Habr had
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What is the risk premium implied by Dr. Habr’s recommended 9.74 percent
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rate of return on equity for Midwest Gas?

Dr. Habr's recammended 9.74 percent rate of return on aquity for Midwest

Gas s only 121 basis points higher than the 8.53 percent average yield on
Mocdy’s A-rated ytility bends in the two month-s ending September 30,
1894, and only 74 basis peints higher than the yield on Moody’s A-rated
utility bonds in November. His recommendation, therefere, implies a risk
premium in the range 74 to 121 basis points.

Q. What risk premium range has the lowa Utilitiess Board faund to be
appropriate in recent decisions?

A. Inits Final Decision and COrder in Dockst No. 3-8, the lowa Uti!ifies Board
widened its traditional risk prehium range from 250 to 330 basis points to
a range of 250 to 450.basis points. The upper end of this range is
supportzd by the risk premium studies reported in my direct tastimany.

. Q. What cost of equity is implled by a risk premium range of 250 to 450 basis

points?

A. Adding the 3.0 percent yie!d on A-rated utility bends in Nove}nber‘ 1384 10
a risk premium range of 250 to 450 tasis pcints implies a cost of equity of
11.5 percent to 13.5 percent, which is 175 to 375 basis points higher than
Dr. Habr's recommended cost of equity.

lotation 19

Q. Should an allowance for flotation costs be included in an estimate of a firm’s

cost of equity capital?

'
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The VUB/E/S growih sstimates provide a better estimate of investors’

expectations of future growth than Mr. Ahn's growth rates.

Flotatien Allowsrcs

Q.

Does Mr. Ahn inciude an allowance fer the recovery of flotation expenses in

his cost of equity recommandation for Midwest Gas?

No. On page 20 of his testimeny, Mr. Ahn states that since "Midwest

incurred mo flotation costs during the test year, Midwet should recover no

flotation costs.”

Do you agree with Mr. Ahn’s reason for excluding flotation expenses?

No. As noted on page 33 of my diragt testimeny, the current flctation cest

adjustment is not meaant 1o recover fletation costs incurred during the test

year. As | stata tnare,
A flotation cost adjustmart is required whether or not a company
issued new stcek during the test year., Previously incurred flotation
costs have nat been axpensed in previous rate cases; rather, they are
a permanent cost asscciated with past issues of common stock. Just
as an adjustment is made to the embedded cost of debt to reflect
previcusly incurrad dett issuance costs, regardless cf whether
additionai bend issuances were made in the test year, s¢ should an

adjustment te made 12 the cost of equity regardless of whether
additional stock was issued during the test vear,

Rigk Premium

Q.

Page 152 of 654

What are Mr. Ahn’s hasic criticisms of your risk premium method of

calcuiating the cost of equity for Midwest Gas?

Mr. Ahn has four criticisms of my risk premium method of calculating the
cost of equity for Midwest Gas. First, Mr. Ahn contends on page 20 of his
testimony that | have used "outdatad historical data for nine disparate risk

premium studies.” Second, Mr. Ahn claims that my risk premium analysis

44
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ICWA-TLLINCIS GAS AND ELECTRIC COMPANY
Iilinois Commerze Ccmmission - Decket No. 81- ¢7¢¥7

Direct Testimony of Charles A. Bancre

Please state your name and business address.

Charles A. Benore, Paine WebSer Mit«chall Butchins Inc., 140
3roacdway, New York, New York 1C00Z.

By whom are you emcloyed and in what capacity?

! am a specialist in the analysis of utility securities and a
First Vice Prasident and member of the Board of Directors of
Paine Webber Mitchell Butchins Inc., a subsidiary of Paine
Webber, Inc. Paine Webber Mitchall Hutchins provides
investment ressarch services to institutional and indiwvidual
investors, Cur clients include most medium and large~sized
financial ipstituticons in the United Statas and many abread
as well, and individual investers through Paine, Webber,
Jackson & Curtis, which is ancther subaidiary of Paine
Wabber, Inc.

Are you familiar with the investment concerns of security
investors?

Yas. Paine Webber Mitchell Hutchins ia in daily ftouch with
hundreds of portfslio managers, traders and security analysts
from banks, corporatiens, insurance companies, mutual funds,
and othar financial institutions, and individual investors.

This activity gives us a very currsnt view of buysrs and

sellers of securities,
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fundamentals. For these principal reasons, a comparison with
anly electric companies is unsound.

Moreogver, my testimecny demonstrates that the financial
assats of individvals and institutions are not restricted to
eiectric utilicy common stock investments. Instead, bonds

and comman stocks are included in such financial assets, and

- the preponderanca of .common stock investments is in

industrial companies, Therafors, t& detarmine if lowa-
Illinois can compete in the marketplace for capital, it is
unscund to compaze with only electric companies, which
account for 3% of the market value of common stocks, and to
ignore the other 37% of commen stock alternatives available
to investors. Furthermore, my testimony demonstrates that
risk in electric ccmpanies is at least equal to industrial
companies on four diffsrent measures, Since risk is
ccmparable, returns should also be.

What is ITowa-Illineis' cost of common equity capital
according to your second tasgt?

The second test indicates a cost of common equity of 17-1/2%,
and censarvatively adjusted for market pressure and issuance
costs of 5%, Iowa-Illinois' cost of common stock is 18.4%
{17.5% divided by 1.00 - .0S).

In your DCE test, what should lowa«Illineis' growth component

ba?

-53-
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alements of financial integrity and to induce investors to
invest capital in Iowa-Illineis rather than in an alternative
investment obportunity.

What is the impor=zance of adequate financial strength and
financial flaxibilixy?

Adequate financial strength and flexibility are necessary te
maintain bond ratiags, %o cope with posaible problems of

¢apital inadequacy in the future, and to finance on an
p N

- advantageous basis,

' level of financial integri%ty be no

Why should Iowa=Illinois
higher than necessary %c maintain rates that are fair?
Equity. The price of electric sarvice to the Company's
customers should be fair, as ghould the return to the
investor.

What iz Iowa~Iillinecis' cost of common egquity capital?

The cost of lowa-Illinois' c¢cmmon =stock equity is at least

18% as indicated by the following tests:

Ilowa~Illinoia Cost

Test ¢f Common Equity Capital
Riak Premium 12.2%
Disceunted Cash Flow 18.4%
Financial Integrity 18,90%

You are aware, are you nct, that the Company is proposing the

inclusion of soma 321 million of construction work in

progress in the electric rate casa?
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ICWA-TLLINOIS GAS AND ELECTRIC CCMPANY -
Tllinciz Commerszas Cemmission = Docket No. 81-0747

Rebuttal Tastimeny of Charles A. Benors

Please atate your name and business address.

Charles A. Benors, Paine Webbsr Mitchell Hutchins Inc., 140
Broadway, New Ycrk, New York 10005,

Are you the same Charles A. Benorse that testified as to Iowa-
Illinois' commen stock capizal cost in this procaeding?

Yes.

What is the purpose of your rebuttal testimony?

The purpese of my tastimeny is £o rebut the cost of capital
testimony of Mr. Thﬁmas M. Zepp and the testimeny of Mr.
Kevin P. C'Meara as it may effect cost of capital.

What will your testimony show?

My tes+timony will show tha® Mr. Zepp's cost of common stock
equity testimony for Iowa-Illineis is interpall

inconsistant, contains several fundamental contradictions,.
and that his CAPM and DCF methodologies indicate a materially
higher cost of common stock for Iowa-Illinois than he has
estimated.

Do you balieve capital assef pricing model theory, scmetimes
referred to as the CAPM theory, is useful in estimating tha
cost of common stock equity for lowa-Illinois?

Noe. I do not.

Please explain your answer?
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if marned, Iawa-Illincis would be abla to achiava 3
satisfactory level of financial intagrity.

1f one used 13.8% instead £ 13.0% as the cost of risk-free
capital; a bata of .83 instead of .80, a market return of
18.2 = 19.1¥% ag Mr. Zerp usaed, and an adjustment of 5% or 10¥%
for market pressurs and cost of issuance, what would CAPM
mathcddlogy indicate fowa-Illineis' cost of commen stock
eguity capital he?

Before adijustment £or market pressure and issuance <ok,
lowa~Illincis’ c¢ost 9% commen stock aquity would ke 15.7 to
17.3%. Allowing 5% fcr pressure and issuance, the Company's
cost of common stock equity capital would be 17.5 tc 18.2%,
and at 10% for pressure and issuance, 18.86 %2 19,2%.

It is par%icularly necessary to adjust £or pressure and
issuance cost when detarmining the cost of common stock
equity. Clearly the uzilizy if it darives less than book
value for 1ts common stock cannot deliver tﬁ-invastcrs a
reurn on czpital i1t never got. To the extent this
adjustmant is not made and applied to the whole cf the common
stock equity capital the investor expectation is thwarted.
Mr., Benore, earlier you mentionsd that there were internal.
inconsistencies in Mr. Zeppr's testimeny. Would you identify

thase plgasa?

-10-
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. STATE OF ILLINOIS

ILLINOIS CCOMMERCE COMMISSION

Igwa=-Tllinocis Gas and Elactric
Company

d% e

Proposed general incraease in
elsctric and natural gas rates.

Patition for an crder pursuant : 92=0282
to Section 9-213 of the :
Illineis Public Utilities Act. :
: Cconsol.
Iowa=Illinois Gag and Elactric :
Cempany '
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2. Staff’s _Pesitisn

Mr. Rungren testified that the Company is entitled to a
flotation cost adjustment as compensation for previously incurred
but unrecovered flotation costs. Based on his review of the
Company’s previoug rate srders and IIGE Exhibit CAB-1l, sch., 18,
p. 6, which summarizes the Company’s issuance costs from 1972
through 1952, Mr. Rungren determined that the Company currently
has $B835,200 of ccmmon equity flotatieon costs that have not been
previously recovered from Illineis ratepayers (Staff Ex. 7.1, p.
5). Mr, Rungren noted that all of these costs were incurred in
1952, well after its last rata corder.

My. Rungren calculatad his flotation cost adjustment in the
folloving manner., The tatal dollar amount of the Illinois
portion ¢f unracoversd commen equity flotation costs was
multiplied by the investor-required rate sf rsturn on common
equity. That preduct was then divided by the equity portion of
rate base, which was calculated by multiplying the common equity
ratio b»y the rate base value. This produced the actual increment
ariging from unracovered flotation costs. This increment was
added to both the low and high ends of his electric and gas

. distripution utility cost of squity ranges (staff Ex. 7.1, pp.
10-11) Mr. Rungren’s flotation cost adjustment was seven basis
peints o the low ends of both the electric and gas cost of
equity ranges, and eight basis points to the high ands of both

. the electric and gas cost of equity ranges (Staff Bx. 7.1, DP.
11). After adjusting for flotation costs, his recommended casts
of common equity fell within the ranges of 10.%7% to 11.78% for
IIGE’s electric operation and 11.37% to 12.18% for IIGE’s gas
operation (Staff Ex. 7.1, p. 12).

Staff asserts that one of the principal advantages of Mr.
Rungren’s flotation cost methodology is that it does not amortize
flotation costs over an arbitrary time period. Staff notas that
the determination of the appropriate time period ever which to
amortize these costs is purely a matter of judgment. Staff
indicates that Mr. Rungren’s method treats common equity
flotation costs in a manner similar to that used for preferred
stock issuance costs; they are treated as a permanent differance
between the capital ¢ontributed by investors and the proceeds
received by the Company (Initial brief, pp. 78-78). Mr. Rungren.

" testified that treating flotation costs as an coperating axpense
would violate the principle of matching costs to benefits and,
thus, would be unfair to current ratepayers. He notad that
amortizing eor expensing flotation costs associated with common
equity, which has a perpetual life, would result in current

@ N
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ratepayers paying %he entire costs of issuance, while the
benefits resulting from commen egquity flow %o all current and
future generations 2f ratepayers (Staff Ex. 7.0, p. 68},

Staff notes that Mr. Rungren’s methodeology will ccmpensate
IIGE for unracoverad flotation costs without raducing the
unrecoverad balance since it results in IIGE receiving a "return
on" unrecovered flotation costs, not a "recovery of" these costs,
Staff asserts that the Xey point ragarding Mr. Rungran’s
methodology 1s that it determines the necessary incrament %that
must be added to the market-raquired return on equity to
compensate common equity investors for the portion of their
investment that was used by the utllzty to pay flotation costs.
Thus, Staff concludes that Mr. Rungren’s methedolegy will allow
the utility’s common squity investors the opportunity to earn
their required return on their entire investment. Further, Staff
notas that the consistent application of Mr. Rungrsn’s
methedolegy will allow all investors the opportunity to aarn
thelr requirad return on equity over time. staff indicates, .
however, that 1if the amortization methoed is used, ilnvestors will
have the oppertunity to earn a raturn greater than their required
return in the short run and less than their regquired raturn in

. the long run. ‘

Mr. Rungren criticized the methodoloegy used by Mr. Benores to
calculate his flotation ceat adjustment, He noted that Mr.
Benare’s methodology derives the common equity issuance cost
adjustment by reducing the stock price by the percentage of
issuance costs to gross proceeds. Mr. Rungren indicatsd that the
ratas which compensats the Company for common equity issuance
costs are based, in part, on rates base, and not on the markat
value of common equity. He emphasizad that the flotation ceost
adjustment should be calculated on the basis of rate base to
ensure a fair opportunity for compensation. He also assertad
that Mr, Benore’s adjustment is not based on the Company’s actual
balance of unrecovered flotation costs.

Mr. Rungren also criticized Mr. Benore’s adjustment for not
reflacting an Illinois jurisdictional alleocation (Staff Ex, 7.0,
p. 6§6). In respcnse,'the Company states that the capital
structure used to set ratss is a total-company capital structure,
not a jurisdictiocnally allocated one. The Company contands that
it makes no sense to allocate one portion of the capital
structure (e.g., issuance costs), but none of the other pocrtions.
The Company also asserts that the concept of jurisdictienal
allocation contasmplates that issuance costs be treated as an
expense item. The Company nctes that it and Staff agree that
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